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"The Congress shall have the Power to . . . establish . . . 
uniform Laws on the subject of Bankruptcies throughout 
the United States." — The Constitution of the United 
States, Article I, Section 8. 
During the past two years a number of bankruptcies 
have received considerable publicity." Among the larger 
recent bankruptcies were: 
Grayson Robinson Stores, Inc. 
American Dixie Shops, Inc. 
Masters, Inc. 
Davega Stores, Inc. 
Dilbert Bros., Inc. 
Dejay Stores, Inc. 
Rek-o-Kut Company, Inc. 
In almost all bankruptcy cases (usually excepting those 
involving small companies with negligible estates), inde-
pendent accountants are appointed by the courts to 
examine the affairs of the bankrupt companies. The exam-
ination of a company subject to the provisions of the 
Bankruptcy Act varies in scope from the normal audit of 
a client company. These variances and other factors 
encountered in this type of examination necessitate a 
report which is different from the usual audit report. 
I t is the purpose of this paper to discuss these differences 
in scope and reporting. 
The discussion will be confined to corporate bankrupt-
cies, under the national Bankruptcy Act. References to 
the Bankruptcy Law are of a general nature to provide 
the accountant with background information necessary 
for an understanding of the problems involved in a bank-
ruptcy examination. 
The United States Constitution gives Congress the 
power to establish uniform, nationwide bankruptcy laws. 
Congress has enacted several bankruptcy laws including 
the Act of 1898, now in force, amended by the the Act of 
1938. The essence of the Bankruptcy Act of 1898 is incor-
porated into Chapters I through V I I of the Act of 1938. 
The bankruptcy laws are designed to afford the debtor 
some relief from his creditors, the relief varying from com-
plete discharge from all debts to a reduction and/or rear-
rangement of some debts. Bankruptcy, in its various forms, 
is a privileged status under which the debtor attempts to 
reorganize or liquidate his affairs while under the pro-
tection of the court. A feature common to bankruptcies 
is the formation of a committee of creditors (Chapter XI 
bankruptcies) and /or the appointment of a Trustee 
(Chapter X or straight bankruptcies) to investigate the 
affairs of the bankrupt and determine the best course of 
action for the creditors as a group. 
Types of Bankruptcy 
The Act of 1938, also known as the Chandler Act, 
encompasses three types of bankruptcy: liquidation or 
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straight bankruptcy, reorganization, and arrangements 
with unsecured creditors. 
The bankruptcy sections of the Law, Chapters I 
through VI I , are designed for persons, partnerships and 
corporations which are deemed to be unable to continue 
in business. Assets, if any remain, must be liquidated and 
distributed to creditors in satisfaction of their claims in 
order for the debtor to obtain discharge from his debts. 
Although the above conditions, commonly referred to 
as "going broke" are most commonly thought of when the 
term "bankruptcy" is used, there are two other sections 
of the law which are of equal importance. These sections, 
Chapters X and XI , which are referred to as the reorgan-
ization and arrangement sections of the law, are designed 
for businesses which are experiencing financial difficulties 
but are potentially profitable and sound and presumably 
can be continued in operation. 
For the purpose of future discussion, the three types of 
bankruptcy discussed will be referred to as straight bank-
ruptcy (Chapters I - V I I ) , reorganization (Chapter X) 
and arrangements with creditors (Chapter X I ) . Chapters 
V I I I , IX, X I I , X I I I and X I V deal with specialized forms 
of bankruptcy, such as railroad reorganizations and 
Maritime Commission Liens, and will not be discussed. 
The distinction between bankruptcies and reorganiza-
tions or arrangements is important to the independent 
accountant. The former involves the audit of a company 
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in the process of liquidation; the latter of a going concern. 
The distinction must be kept in mind when planning the 
audit field work. 
The general characteristics of the three types of bank-
ruptcy are as follows: 
Straight Bankruptcy 
As mentioned above, the bankruptcy sections of the 
Law are designed for the debtor who is deemed unable 
to continue in business. A corporation may voluntarily 
file a bankruptcy petition or may be adjudicated bankrupt 
upon the filing of an involuntary petition by a creditor 
or creditors. Involuntary petitions may be filed by one 
creditor, if there are less than twelve creditors, or by three 
creditors, if there are more than twelve creditors. Invol-
untary petitions may be filed only if the debtor owes $1000 
or more, the petitioning creditors' claims aggregate $500 
or more and an act of bankruptcy can be shown to have 
been committed by the debtor. The acts of bankruptcy 
are as follows: 
1. Transfer or concealment of assets by the debtor with 
intent to hinder, delay or defraud his creditors. 
2. Payment of antecedent debts while insolvent within 
four months of the filing of a petition, the effect of which 
is to enable one or more creditors to obtain a greater per-
centage repayment of his debt to the detriment of other 
creditors. Such payments are known as preferences. 
3. Allowing liens to be obtained by any creditor on any 
asset of the alleged bankrupt while insolvent and failure 
to vacate the lien within thirty days. 
4. A general assignment for the benefit of creditors. 
5. Allowing the appointment of a receiver or trustee to 
take charge of his property when the alleged bankrupt is 
insolvent or unable to pay debts as they mature. 
6. Admission in writing by the alleged bankrupt of his 
inability to pay his debts and his willingness to be adjudi-
cated bankrupt. 
The six acts of bankruptcy mentioned above are 
important to the independent accountant in the conduct 
of his examination under Chapters X and XI . During the 
conduct of these examinations he may find that the debtor 
has committed an act of bankruptcy, which act may 
enable the creditors to petition that the debtor be removed 
from Chapter X or XI proceedings and be adjudicated 
bankrupt. 
A trustee or receiver administers the affairs of the bank-
rupt under Chapters I -VII . 
Reorganization 
Chapter X proceedings, which are only available to 
corporations, are reorganization proceedings. Under 
Chapter X the rights of all classes of creditors and of the 
stockholders may be affected. Reorganization differs from 
straight bankruptcy in that once the plan of reorganiza-
tion has been accepted by two-thirds of the claim holders 
in each class of creditors and by a majority of the stock-
holders (when equity still exists), the corporation may be 
discharged from the proceedings and may continue in 
business. 
Since the investing public may be affected by reorgan-
izations under the provisions of Chapter X, the Law pro-
vides that the Securities and Exchange Commission shall 
become a party in interest with the right to be heard in all 
matters upon filing of a notice of appearance in such 
cases if requested or approved by the judge. In addition, 
the judge may submit the plan of reorganization to the 
SEC for examination and report thereon, if total indebt-
edness does not exceed $3,000,000, and must request 
such an examination and report if total indebtedness 
exceeds $3,000,000. The report on the plan by the SEC 
is advisory only and is not binding on the judge. However, 
the plan of reorganization cannot be approved by the 
judge until the SEC has filed its report or indicated that 
it will not file a report. 
Petitions under Chapter X may be filed voluntarily by 
a corporation, or involuntarily by three or more creditors 
having aggregate claims of $5000 or more. 
A trustee administers the affairs of the debtor under 
Chapter X proceedings if the corporation's aggregate 
indebtedness exceeds $250,000. In the cases of smaller 
corporations a trustee may be appointed or the debtor 
may continue in possession. 
Arrangements with Creditors 
Under Chapter XI proceedings an arrangement with 
unsecured creditors is sought by the debtor. An arrange-
ment with unsecured creditors may take the form of an 
extension of time for payment of debts in full Or a reduc-
tion of the debt, or a combination of both. In these pro-
ceedings, and under the plan, the rights of secured cred-
itors and stockholders cannot be altered. Since the rights 
of stockholders are not affected in such proceedings, the 
SEC is not a party in interest under the law and is not 
required to review and report on the plan of arrangement. 
As is the case under Chapter X, Chapter XI differs 
from straight bankruptcy in that once the plan of arrange-
ment is approved by a majority in number and amount of 
unsecured claim-holders, the corporation may be dis-
charged from the proceedings and may continue its busi-
ness. 
Unlike Chapters I-VII and X, petitions under Chapter 
XI may be filed only by the debtor. They may be filed 
while either reorganization or involuntary straight bank-
ruptcy petitions are pending, either before or after adjudi-
cation. 
I t is usual in arrangement proceedings for the debtor 
to remain in possession of the company and run the busi-
ness, although there are provisions for a trustee to be 
appointed. 
Other Differences 
Another distinguishing feature between the reorganiza-
tion-arrangement sections and the bankruptcy sections 
of the Law are the provisions regarding executory con-
tracts such as leaseholds. Under Chapters X and XI , 
landlords can claim accrued rent plus damages up to a 
maximum of the next succeeding three years' rentals; 
under Chapters I through V I I one years' rentals. These 
general claims are in addition to an administration 
expense claim for use and occupancy during the bank-
ruptcy. 
Preference payments, (payment of antecedent debts, 
see acts of bankruptcy above) may be recovered by the 
corporation or its estate under Chapters I -VII , X or XL 
These payments become important in straight bankruptcy 
examinations since they may represent substantial addi-
tions to the bankrupt's estate. In reorganization or 
16 T H E QUARTERLY 
arrangement proceedings they become important if they 
are excessive in amount, indicating possible bad faith, or 
can be used by the creditor's committee to prove an act 
of bankruptcy. Under usual circumstances, creditors in 
reorganization and arrangement proceedings are not as ^ 
concerned with recovery of preferences as they would be 
in bankruptcy proceedings. 
It should be noted that bankruptcy situations are very 
fluid. A corporation which files a Chapter XI petition 
and operates as a debtor in possession may be removed 
from this status and placed under Chapter X, or declared 
a bankrupt. For example, Davega Stores went from Chap-
ter XI to Chapter X to bankruptcy; Dejay Stores went 
from Chapter XI to bankruptcy and Dilbert Bros, went 
from Chapter XI to Chapter X. 
The Accountant's Role 
In most cases, the independent accountant is recom-
mended to the court by the creditors' committee or the 
trustee. The accountant is required to file an affidavit 
with the court stating the audit steps expected to be cov-
ered and an estimate of his fee. He is appointed by the 
court and is responsible to the court and the creditors' 
committee and /o r the trustee. The accountant has been 
described as a quasi officer of the court and owes primary 
responsibility to it. 
Since the auditor is responsible to the court, his report 
must include all facts which come to his attention during 
the examination, even if detrimental in nature to the 
bankrupt or debtor and /o r its management. As the court 
appointed auditor, he is entitled to see all books and 
records of the company and any withholding of such 
books and records by an officer of the company is a fact 
which must be included in the auditor's report. 
The accountant's report will in most cases disclaim an 
opinion on the financial affairs of the debtor because of 
various aspects of the examination which will be discussed 
in a later section and because of conditions encountered 
during the examination which cause the audit to be 
incomplete. 
Fees 
As stated previously, the accountant estimates his fee to 
the court in his affidavit. Once this fee is agreed to by the 
court, any amounts in excess of the estimate, caused by 
additional work not originally anticipated, must be 
requested from the court in an additional affidavit out-
lining the reasons for the additional work. 
The accountant's fee is considered an administration 
expense and therefore receives first priority in payment 
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along with other administration expense claims. If the 
estate of a bankrupt is not large enough to pay these 
claims in full, the accountant shares on a pari-passu basis 
with other administration expense claimants. 
It should be noted that although an accountant's fee 
receives first priority under one type of bankruptcy, this 
priority diminishes as the debtor is removed from one type 
of bankruptcy and becomes subject to another. Hence, 
the administration expense claim of the accountant 
appointed under Chapter XI is secondary to all adminis-
tration expense claims incurred if the company subse-
quently is placed under the provisions of Chapter X or 
declared a bankrupt, even though the accountant con-
tinues as the court examiner. A separate claim must be 
submitted for the work done in each phase of bankruptcy. 
It can be seen that the accountant would be wise to deter-
mine the condition of the debtor and the potential size of 
its estate as quickly as possible to protect his own interests. 
Under Chapter X, as mentioned above, the SEC is 
considered a party in interest. As such it may object to the 
accountant's or other fees as being excessive in amount. 
This should be considered by the accountant in his deter-
mination of whether to accept such an examination and 
how to proceed with regard to his fee once having ac-
cepted the engagement. 
The Audit 
Since examinations in arrangement and reorganization 
proceedings are basically audits of going concerns, the 
ways in which these audits vary from the normal audit of 
a client company will be discussed first. Audit program 
variations in the case of straight bankruptcy will next be 
considered. Finally, some of the complicating factors 
which may arise under either type of examination will be 
mentioned. 
Arrangement and Reorganization Proceedings 
In planning his program of examination, the account-
ant should keep in mind the objectives of the creditors in 
arrangement and reorganization proceedings. In these 
cases the assumption is that the company will continue 
in business after reorganization. It is a going concern. 
Therefore, the creditors are interested in prior years' 
operations and the future potential of the business. Spe-
cifically, they will want answers to the following questions 
and may request the independent accountant to obtain 
the answers: Why did the company suffer losses in prior 
years? What can be done in future years to produce a 
profit (e.g.: cut costs, sell an unprofitable division, etc.) , 
and what is the best possible settlement that can be ex-
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pected, which will enable the company to achieve the 
financial reorganization necessary for its survival? 
In addition, the creditors are interested in knowing the 
amounts of liens existing on assets of the debtor (e.g.: 
mortgages, factors' liens on receivables) and the amounts 
owed on claims which receive priority (taxes and wages). 
Knowledge of these facts enable the creditors to estimate 
the size of the initial dividend or distribution available to 
them. 
Typically, the creditors and debtors will negotiate 
extensively on the settlement, which leads to another cred-
itors' committee question: What is the approximate liqui-
dating value of the company and therefore the lowest 
.settlement that can reasonably be proposed by the debtor? 
The accountant generally indicates the major points 
in his program of examination of the debtor in his affi-
davit. Typically, the program of examination will include 
all standard auditing procedures and conform to generally 
accepted auditing standards with these exceptions: 
A) Accounts receivable usually are not confirmed. If 
the receivables have been factored, the accountant may 
request confirmation from the factor. 
Typically, the accountant "reviews and analyzes" trade 
accounts receivable and reviews the adequacy of the 
reserve for bad debts. In the majority of bankruptcy 
examinations, which are of small and medium sized cor-
porations, the time necessary for confirmation of receiv-
ables is not available, since the committee of creditors 
or the Trustee requests the accountant's report as quickly 
as possible in order to effect a plan of reorganization or 
arrangement. In the case of an examination of a large 
corporation, it is likely that time requirements will not be 
as limiting, since other aspects of the audit such as in-
vestigation of unusual transactions will be more extensive 
and detailed, and the accountant will be able to request 
confirmation of receivables. Where time is not a limiting 
factor, the accountant-examiner should not omit the 
confirmation audit step. 
B) Deposits, prepaid expenses, etc. are also not usually 
confirmed for reasons similar to those discussed in (A) 
above. These accounts are usually reviewed and analyzed. 
Again, confirmation, if time permits, should be requested 
as in a normal audit. 
G) No request for vendor statements is made. Since 
creditors are required to file their claims with the court, 
the accountant is often requested to compare a listing of 
these claims with a trial balance taken from the debtor's 
books and to reconcile major differences. 
Although it would appear from the above that the 
accountant's field work is curtailed in a bankruptcy ex-
amination, this is quite contrary to most bankruptcy 
situations. Among the usual audit steps included in the 
accountant's affidavit are: 
1) Review of transactions relating to investments and 
acquisitions and 
2) Report on any significant unusual tranactions 
which came to the accountant's attention during the 
audit. 
"Unusual transactions" include transfer or conceal-
ment of assets, preference payments, transactions with 
related parties at less than arms' length and virtually any 
transactions which resulted in the dissipation of the cor-
poration's assets in a manner other than in the ordinary 
course of the business. Auditing these transactions and 
obtaining enough detail of them for the report can in-
volve a rather large amount of effort and time. 
Straight Bankruptcy 
The audit of a bankrupt differs from audits in arrange-
ment and reorganization proceedings since the bankrupt 
is to be liquidated. The creditors are interested in the 
liquidating value of the bankrupt's assets. The creditors 
and the court are also interested in unusual transactions 
which occurred prior to the bankruptcy. They are par-
ticularly interested in the question of transfer or conceal-
ment of assets by creditors or by stockholders. 
The program of examination should include steps 
which will disclose the following: 
1) Preference payments made during the four months 
prior to bankruptcy. 
2) Sales of inventory to vendors or other creditors. 
3) Sales of fixed assets. 
a) to creditors or others at less than full value 
b) to creditors as an account offset 
c) back to the manufacturer or as an account offset 
4) Misappropriation of receipts, in particular, ad-
vances from factors. 
5) Liens given to creditors in contemplation of bank-
ruptcy to enable them to obtain a greater percentage 
distribution than other creditors. 
6) Withdrawal of assets by stockholders in the form 
of dividends, loans, transfers of assets, etc. 
7) Potential assets, such a pending lawsuits (e. g. patent 
infringement suits) which may increase the size of the 
estate, if settled favorably for the bankrupt. 
8) Any other transactions which in the accountant's 
judgement, arose otherwise than in the ordinary course 
of the business (e. g., acquisitions, concealment of assets). 
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Conditions Encountered During the Audit 
The independent accountant is likely to encounter a 
variety of unusual conditions which do not exist in the 
audit of a solvent corporation Among the conditions 
encountered during our recent examination of a bank-
rupt were the following: 
1) Books and records were in a poor, incomplete 
condition. Transactions were not recorded completely; 
incorrectly recorded, and in some cases, not recorded at 
all. 
2) Accounting personnel were completely unfamiliar 
with the exisitng books and records. Many of the em-
ployees had been employed for only a short period of 
time, turnover of employees was extensive, and morale 
was low since the future of the organization was in doubt. 
3) There were extensive transactions with the major 
stockholder of the bankrupt involving cash, land, and 
other assets and intercompany charges. We were unable 
to examine the books and records of the stockholder, nor 
could we obtain confirmations of intercompany accounts. 
Our analysis of these transactions was limited to the 
available records, which were particularly deficient in 
this area. 
i 4) There were numerous acquisitions and investments 
during the year prior to bankruptcy. With one exception, 
all resulted in severe financial strain on the company and 
in eventual dissipation of assets. Financing of these trans-
actions was quite complex and neither the transaction 
nor the financing was always well documented or re-
corded on the books. 
5) Although items (1) (2) (3) and (4) above are 
fairly common in bankruptcy proceedings, as a general 
rule each bankruptcy is unique in some respect. In the 
case of our client, our examination was further impeded 
by the fact that the executives who remained during the 
period of the court administration were unfamiliar with 
the financial aspects of the business and in particular 
with the unusual transactions which we were attempting 
to analyze. 
Because of these conditions, it was necessary to employ 
some unusual audit procedures. The following methods 
i were used in our investigation and may be useful in 
future audits of this nature. 
1) Interviews with all people who might have knowl-
edge of the unusual transactions being audited. 
2) Inspection of all available correspondence files. 
3) Inspection of all documents in the hands of the 
Company's former attorneys. 
i 
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4) Examination of prior accountant's workpapers. 
5) Confirmation of the transactions, orally or in writ-
ing by second parties. 
6) Chronological scheduling of all loans (from related 
parties and outsiders), investments, acquisitions, inter-
company transactions and other unusual transactions. 
This enabled us to place each of the transactions in per-
spective and to trace the transfers of assets into and out of 
the corporation. 
7) Extensive tracing and retracing: comparison of 
different pieces of information in order to reconstruct 
the events which preceded and may have precipitated the 
bankruptcy. 
The Report 
The accountant's report on a bankruptcy, reorganiza-
tion or arrangement examination will usually disclaim an 
opinion because of limitations on the scope of the exam-
ination and /or conditions encountered which cause the 
field work to be incomplete. The report should indicate 
all reasons for the accountant's disclaimer of an opinion, 
including a discussion of any areas of the examination 
which were incomplete and the reasons for not comlet-
ing the examination. Where sources other than the books 
and records of the corporation are used in obtaining 
information for the report, these sources should be docu-
mented. All transactions of an unusual nature should be 
described in as much detail as is possible. Finally the 
report should include a discussion of the reasons for the 
bankruptcy and in the case of arrangements and reorgan-
izations, the possibility of continuing the business. 
Conclusion 
As can be seen from the above discussion, the examina-
tion of a corporation subject to any of the provisions of 
the bankruptcy law is considerably different from the 
normal audit of a client corporation. Because of the fact 
that his examination is conducted under the auspices of a 
court, and may be subject to close scrutiny in court, the 
accountant must take particular care in the conduct of 
his examination, the preparation of his workpapers and 
the comprehensiveness of his report. 
The accountant should be thoroughly familiar with the 
sections of the bankruptcy law which pertain to his exam-
ination. It is almost essential that he work and consult 
closely with the attorney for the creditors' committee or 
the trustee. 
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